Attachment F2


DIVISION 10B FILM SCHEMES

The object of Division 10B of the Income Tax Assessment Act 1936 is to encourage investment in Australian industrial property (such as film) by allowing a deduction for capital expenditure incurred in the development of a patent, registered design or copyright, or in the purchase of a licence to use such intellectual property.  

A Division 10B film scheme is a scheme to access the concession where the original owner of the copyright would, absent the scheme, not be entitled to the deduction (eg. because they are a non-resident) or not be able to use the deduction (eg. because they are in a net loss position).  Investors in the scheme assume no risk but receive significant tax deferral advantages.  

The Scheme  

A typical Division 10B scheme involves the following steps:

STEP 1
A promoter owns the copyright in a film that qualifies as an "Australian film".  The promoter cannot effectively use the Division 10B deductions on the film, either because they are a non-resident or because they are in a net loss position.   The promoter thinks it unlikely the film will be a commercial success.

STEP 2
The Investor (an Australian resident taxpayer) acquires from the promoter a licence of the copyright in the film for a substantial sum (eg. $100 million).  The Investor funds this acquisition through a 100% loan from the promoter, creating a round-robin.  The loan is for a period of ten years, and a 'balloon repayment' of the principal is required at the end of the tenth year.  The Investor claims a Division 10B deduction for the licence.

STEP 3
The Investor incurs and pays an annual interest expense on the loan.  In the early years (1-5) this interest expense must be paid by the Investor out of their own money.   The promoter sells this five year income stream to a bank at discounted present value.  This sale of the income stream generates real money to the promoter, effectively their share of the Division 10B deduction.

STEP 4
The Investor enters directly into a distribution agreement with the promoter or a related entity.  The promoter or related entity acquires the distribution rights (including the right to receive income from the copyright), and in return guarantees to the Investor a minimum income stream.  This minimum income stream is unrelated to the success of the film and calculated to offset the investor's liability under the loan for the purchase of the licence in the subsequent years (5-10), and includes a 'balloon payment' in the tenth year equal to the amount of the principal required to be repaid.  This has the effect that the $100 million loan is non- or limited recourse.
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The Tax Mischief 
1. A tax deduction is claimed by the investor although the investor bears no risk in relation to the copyright licence.  The investor bears no risk because they have a guaranteed income stream.

2. A tax deduction is claimed by the investor although effective control of the copyright and relevant rights attaching to the copyright remain at all times with the promoter or related entities.

3. The scheme creates a significant tax deferral for the investor.  In the final year, the investor must include the guaranteed 'balloon' income in their assessable income.

4. The ATO view is that the general anti-avoidance provision applies to these schemes.

5. In some cases a deduction under Division 10B may also be disallowed.

Similarity with other schemes (including key techniques, types)

· limited or non-recourse loans
· round robin financing









